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Overview

Foreign direct investment (FDI) has been growing rapidly in the recent past, faster, indeed, than
international trade, which has long been the principal mechanism linking national economies.
Moreover, asthe global environment is changing and strategies of transnational corporations (TNCs)
evolve, new configurations of TNC activities are emerging. This focuses renewed attention on what
FDI means for trade, how FDI and trade are interlinked, and whether and how these interlinkages
influence the economic growth and welfare of countries, particularly developing countries. These
issuesare of particular interest in the context of national policiesfor FDI and trade. But at atimewhen
negotiations and discussions on international arrangements for investment are underway in various
fora, they are also of interest at the international level. They are the special topic of thisyear’ sWorld
I nvestment Report.

Global and regional trends

World FDI flowsreachedarecordhighin 1995, ...

Investment inflows in 1995 increased by 40 per cent, to an unprecedented $315 hillion.
Developed countries were the key force behind the record FDI flows, investing $270 billion (an
increase of 42 per cent over 1994) and receiving $203 billion (53 per cent higher) (table 1). The
spectacular growth of FDI among devel oped countries was accompanied by a hefty risein flowsinto
developing countries, which, at $100 billion, set another record in 1995; outward investment from
developing countries also rose, reaching $47 billion. Investment flowsto Central and Eastern Europe
nearly doubled to $12 hillion in 1995, after stagnating in 1994.

Investment flows are concentrated in afew countries. The ten largest host countries received
two thirds of total inflows in 1995 and the smallest 100 recipient countries received only 1 per cent.
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Table 1. FDI inflows and outflows, 1983-1995

(Billions of dollars and percentage)

Central and Eastern
Developed countries Developing countries Europe All countries
Y ear Inflows Outflows Inflows Outflows Inflows Outflows Inflows  Outflows

Value (billion dollars)

1983-1987 58.7 72.6 18.3 4.2 0.02 0.01 77.1 76.8
1988-1992 139.1 193.3 36.8 15.2 1.36 0.04 177.3 208.5
1990 169.8 222.5 33.7 17.8 0.30 0.04 203.8 204.3
1991 114.0 201.9 41.3 8.9 2.45 0.04 157.8 210.8
1992 114.0 181.4 50.4 21.0 3.77 0.10 168.1 203.1
1993 129.3 192.4 73.1 33.0 5.59 0.20 207.9 225.5
1994 132.8 190.9 87.0 38.6 5.89 0.55 225.7 230.0
1995 203.2 270.5 99.7 47.0 12.08 0.30 314.9 317.8
Share in total (per cent)
1983-1987 76 95 24 5 0.02 0.01 100 100
1988-1992 78 93 21 7 0.77 0.02 100 100
1993 62 85 35 15 2.70 0.09 100 100
1994 59 83 39 17 2.60 0.24 100 100
1995 65 85 32 15 3.80 0.09 100 100
Growth rate (per cent)
1983-1987 37 35 9 24 -7 68 29 35
1988-1992 -4 3 15 16 29 46 1 4
1993 13 6 45 52 46 99 24 11
1994 3 -1 19 17 7 179 9 2
1995 53 42 15 22 106 -45 40 38

Source UNCTAD, World Investment Report 1996, p. 4.

Investment going to the top 10 host countries is also more important for their economies than it is for
the bottom 100: the share of FDI stock in GDP for the smallest 100 recipientsis below that of the top
10 recipients. In the case of outflows, the largest five home countries (the United States, Germany,
the United Kingdom, Japan and France) accounted for about two thirds of all outflows in 1995.

Foreign direct investment is amajor force shaping globalization. The outward FDI stock which
the 39,000 or so parent firms invested in their approximately 270,000 foreign affiliates reached $2.7
trillion in 1995 (table 2). Moreover, FDI flows doubled between 1980 and 1994 relative to both global
grossfixed capital formation and world GDP. And the value added of all foreign affiliates accounted
for 6 per cent of world GDP in 1991, compared with 2 per cent in 1982.

...aided by aboomin mergersand acquisitions, increasingly used asa cor por atestrategy...

Thelatest surgein FDI flowsreflectsthe fact that an increasing number of firms, including from
developing countries, are becoming more active globally in response to competitive pressures,
liberalization and the opening up of new areas for investment. These firms are once again using
mergers and acquisitions (M& As) asacentral corporate strategy for establishing production facilities
abroad to protect, consolidate and advance their international competitiveness.

Thevalueof all cross-border M& A transactions (including thoseinvolving portfolio investments)
doubled between 1988 and 1995, to $229 bhillion. The value of majority-held M&A transactions
(excluding those involving portfolio investment and minority-held FDI) increased by 84 per cent in
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Table 2. Selected indicators of FDI and international production, 1986-1995

(Billions of dollars and percentage)

Value at current Annual growth rate
prices, 1995% (Per cent)

Item (Billion dollars) 1986-1990 1991-1994
FDI inflows 315 24.7 12.7
FDI outward stock 2730 19.8 8.8
Sales of foreign affiliates 6 0220 17.4 5.4¢8
Royalties and fees receipts 414d 21.8 10.1
GDP at factor cost 249484 10.8 4.3
Gross product of foreign affiliates 1410¢€ 11.0f 11.49
Gross fixed capital formation 56814 10.6 4.0
Exports of goods and non-factor services 4707b 14.3 3.8¢

Source UNCTAD, World Investment Report 1996, p. 5.

a Estimates. b 1993. c 1991-1993.
d 1994, e 1991. f 1982-1989.
9 1989-1991.

Note: not included in thistable are the value of worldwide sales by foreign affiliates associated with their parent
firms through non-equity relationships and the sales of the parent firms themselves.

1988-1995, to $135 hillion. In Western Europe -- the focus of M& A activity in 1995 -- majority cross-
border sales of firms were $50 billion and purchases were $66 billion. Much of that was due to intra-
European Union deals. But the highest levels of M&A transactions in 1995 -- $49 billion worth of
sales and $38 billion worth of purchases -- were registered by the United States. Industries with high
cross-border M&A activity include energy distribution, telecommunications, pharmaceuticals and
financial services. There was also anotable increase in participation of small and medium-sized and
services-related enterprises. Overall, the M& A boom that began in the late 1980s, but was dampened
by the FDI recession of the early 1990s, helped FDI flows to rise to record heights in 1995.

...andisbeginningtoreflect the opening up of infrastructureto foreign participation.

New investment opportunitiesin infrastructure, partly because of liberalization and deregulation
and partly because governments turn more and more to foreign firms for capital and technology, have
aided FDI to reach record levels. Infrastructure, especially communications, attracted FDI flows of
around $7 billion annually in the early 1990s. This is but a fraction of the total investment
requirements in infrastructure, much of which remains unmet.

Investment outflows to infrastructure from the major home countries made up 3-5 per cent of
their total outflowsin 1995. In many countries, FDI flows account for lessthan 1 per cent of the gross
fixed capital formation in infrastructure. For the United States, the largest outward investor, the
shareof infrastructure industries in its outward FDI flows between 1992 and 1994 averaged 4.9 per
cent ayear. United States TNCs have invested $14 billion in infrastructure as of 1994, 2.3 per cent
of itstotal outward stock. Thisshareissmall when compared with the share of FDI ininfrastructure
in 1940; then, more than athird of the United States FDI stock in Latin Americawasin infrastructure.
Subsequent waves of nationalizations and expropriations, however, led to dramatic declines, a trend
that has only recently begun to reverse.
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The revitalized interest of TNCs in infrastructure has been sparked by several factors.
Recognizing that shortfalls in infrastructure services can hamper economic development, more
governments are willing to privatize and relinquish control of state monopolies to attract foreign
investment and technology and to realize efficiency gains. Between 1988 and 1995, infrastructure
privatizations mobilized private capital of nearly $40 billion, more than half of which was foreign
direct and portfolio investment. Furthermore, technological developments, notably in
telecommuni cations, have turned infrastructure industries previously dominated by natural monopolies
into competitive industries with potentially profitable investment opportunities. Capital raised from
public sources in many countries is no longer sufficient to meet the financing requirements of
infrastructure development. Privately sourced capital, often mobilized by TNCs, has therefore
stepped in to help meet those requirements, including through new techniques of financing projects
such as build-operate-transfer, build-own-operate, and build-own-transfer schemes.

Despite the still low levels of FDI flows in infrastructure, future prospects for increased TNC
involvement are promising. Despite their high fixed costs, many infrastructure projects are attractive
to foreign investors. Continuing FDI liberalization and infrastructure deregulation, coupled with the
growth of investment guarantees, helps to lower the risks of nationalization. Potential for greater
TNC involvement ininfrastructureisespecially conduciveto attracting FDI, such asthe establishment
of science parks, export-processing zones and facilities for human resource devel opment.

Theworld' slargest TNCsarebecoming moretransnational...

Theworld’ slargest 100 TNCs (excluding banking and financial institutions), ranked by foreign
assets, are all based in developed countries. They have roughly $1.4 trillion worth of assets abroad
and account for around athird of the global FDI stock. That share hasremained stablein the past five
years. Royal Dutch Shell (United Kingdom/Netherlands) has topped the list of the top 100 TNCs
every year since 1990 (table 3). A composite index of transnationality that takes foreign assets,
foreign sales and foreign employment together, presents a different ranking of the top 100 TNCs:
Royal Dutch Shell falls to twenty-seventh, and Thomson Corporation (Canada) climbsto first place.

Salient features of the top 100 TNCs are:

e By country of origin, United States TNCs (with 32 in thetop 100) are the largest group ranked
by share of foreign assets in total assetsin 1994.

« Japanese TNCs are the fastest growing group among the top 100, increasing in number from
11in1990t0 19 in 1994. Japanese TNCsin electronicswere amongst the most important new
entrants.

* European TNCsare prominent in capital- and research and development-intensive industries,
such as chemicals and pharmaceuticals.

e By industry, TNCs in chemicals and pharmaceuticals score the highest rankings in
transnationality index, followed by firmsin food and electronics. Trading firms score lowest.

The future investment plans of thetop 100 TNCs suggest astrong upward trend in FDI (aswel
as total investment), fueled partly by economic growth in major destinations, among which the
devel oping countries are becoming more prominent. But intra-devel oped-country FDI will continue
to feature prominently in future investments of thetop 100. Transnational corporationsbased in North
Americaview Europe as the most important future investment location, especially in high-technology
and consumer-goods industries. Likewise, European TNCs see the United States as the most
important location. Japanese TNCs, however, view Asia as the most promising. Transnational
corporations from North America and Europe also have a positive view of Asia; this region is
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Table 3. Thetop 10 TNCsranked by foreign assets, 1994

(Billions of dollars and number of employees)
Ranking by:
Foreign Corporation Country Industry Foreign Totd Foreign Totd Foreign Totd
assets Index assets saes employment  Index?
1 27  Royal Dutch Shell ¢ UnitedKingdom/ Petroleum 637 1020 511 948 79000 106000 63.6
Netherlands
2 80  Ford United States Motor vehicles
andparts 606 2194 381 1284 96726 337778 286
3 26  Bxon United States Petroleum 56.2 879 723 1139 55000 86000 638
4 85  General Motors United States Motor vehicles
andparts 41086 440 1522 177730 692800 257
5 38 IBM United States Computers 439 811 399 641 115555 219839 564
6 30  Volkswagen Germany Motor vehicles
andparts g 524 29.0 493 96545 242318 604
7 97  General Electric United States Electronics 339 2515 119 59.3 36169 216000 16.7
8 82  Toyota Japan Motor vehicles
andparts 4 1168 372 913 27567 172675 281
9 Daimler - Benz Germany Transport and
communication 279 66.5 46.3 74.0 79297 330551 428
10 37  Elf Aquitaine France Petroleum .d 489 26.2 389 43950 89500 56.7
Source:  UNCTAD, World Investment Report 1996, p. 30.

2 Industry classificationfor companiesfollowsthatinthe* Fortune Global 500" listin Fortune, 25 July 1994, and the“ Fortune Gl obal
Service 500" listin Fortune, 22 August 1994. Fortune classifiescompaniesaccording to theindustry or servicethat representsthe greatest
volumeof their sales. Industry groupsare based on categoriesestablished by the United States Office of Management and Budget. Several
companiesare, however, highly diversified (i.e., General Electric).
b Theindex of transnationality is cal cul ated asthe average of foreign assets tototal assets, foreign salestototal salesand foreign
employment to total employment. Theranking shownisbased onarankingof thetop 100 TNCs.

¢ Foreign salesare outside Europe whereasforeign employment figures are outside the United Kingdom and the Netherlands.
d Dataonforeign assetsareeither suppressedto avoid disclosureor they arenot available. Inthecaseof non-avail ability,
they areestimated onthebasisof theratio of foreigntototal employment, foreigntototal salesand similar ratiosfor thetransnationality index.

therefore expected to capture the largest growth of planned capital investments by the world’ s largest
TNCs in the second half of the 1990s.

...andthelargest developing-country TNCsare movingin thesamedirection.

The 50 largest TNCs based in developing countries, ranked by foreign assets, accounted for
about 10 per cent of the combined outward FDI stock of firmsintheir countriesof origin. Thesefirms
ratio of foreign to total salesis high (30 per cent), but their ratio of foreign to total assets (9 per cent)
islow. Their overall index of transnationality (21 per cent) islow, compared with that of the world's
top 100 TNCs (42 per cent), reflecting their short history as important outward investors; but their
plans for expansion suggest that they will become increasingly more transnational.

In 1994, Daewoo (Republic of Korea) ranked first among the 50 largest TNCs from developing
countries on the basis of the ratio of foreign to total assets (table 4). Mexico's Cemex, thetop TNC
among developing country firms in 1993, ranked third. On the basis of the transnationality index,
Creative Technology (Singapore), aproducer of standard personal computer sound systemsthat holds
morethan 60 per cent of the global market share, wasinfirst placein 1994. By country of origin, TNCs
from China and the Republic of Korea, with eight entries each, were the largest groups among the top
50 devel oping country TNCsranked by foreign-to-total asset share. By industry, TNCsin construction
and electronics had the highest rankings.
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Table 4. The top 10 TNCs based in developing economies, ranked by foreign assets, 1994

(Millions of dollars and number of employees)
Ranking by:
Foreign Corporation Economy Industry Foreign Totd _Foreign  Totd  Foreign  Totd
assets Inded assets sdes employment  Index 2

1 11 Daewoo Korea, Republic of P Electronics .© 33000 16000 40000 100000 200000 330

2 10  HutchisonWhampoa Hong Kong Diversified .€ 52192 12500 30168 15086 26855 344
Limited

3 8 CemexSA. Mexico Cement 2847 7893 744 2101 8073 20997 36.6

4 5 JardineMatheson Hong Kong Construction 2539 6350 6463 9559 50000 220000 434
Holdings Limitec?

5 .. ChinaState China Construction 2189 .€ 1010 € W€ €
Construction
EngineeringCorp.

6 .. ChinaChemicals  China Trading 1915 L& 7914 W8 .8 .8
Imports & Exports

7 20 SamsungCo., Ltd.  Korea, Republic of ® Electronics .© 38000 21440 67000 42235 195429 195

8 17 LGGroup Korea, Republic of ® Electronics .© 25000 8600 43000 29061 59200 25.1

9 19 GrupoTelevisaS.A. Mexico Media 1371 3260 286 1288 21800 22
deCV.

10 34 Hyunda Korea, Republic of P Diversified 1293 9657 1610 13081 814 44835 9.2
Source: UNCTAD, World Investment Report 1996, p. 34.

& The index of transnationality is calculated as the average of foreign assets to total assets, foreign sales to total sales
and foreign employment to total employment. Theranking shown isbased on aranking of thetop 50 TNCsbased in devel oping
countries

b The accounting standards of the Republic of Korea do not require the publication of consolidated financial statements
including both domestic and foreign affiliates. The figures provided here are estimates of consolidated financial statements as
provided by the companies in response to a survey by UNCTAD. Depending on the availability of the data on foreign
components, the data for business group totals are used.

¢ Dataonforeign assetsareeither suppressedtoavoid disclosureor they arenot available. Inthe caseof non-availability,
they are estimated on the basis of the ratio of foreign to total employment, foreign to total sales and similar ratios for the
transnationality index.

d A subsidiary of Jardine Matheson Holdings of Bermuda.

€ Data are not available.

f Data on foreign employment are suppressed to avoid disclosure or not available. In the case of non-availability of the
data,they are estimated on the basis of other foreign component ratios for the transnationality index.

L ed by the United States, devel oped countriesexperienced rapid growth of FDI flowsin 1995,...

Almost 90 per cent of the 1995 increases in FDI inflows (and outflows) were registered by
developed countries. Because of this, the share of developed countries in world inflows increased
from 59 per cent in 1994 to 65 per cent in 1995, while outflowsrosefrom 83 to 85 per cent. Thegrowth
of developed country FDI was led by afew countries -- the United States, United Kingdom, France
and Australia, in that order, in the case of inflows, and the United States, United Kingdom and
Germany, in that order, in the case of outflows.

With large increasesin inflows and outflowsin 1995, the United States strengthened its position
as the largest host and home country. With $60 billion, United States inflows were twice that of the
United Kingdom, the second largest recipient among developed countries. Reflecting high levels of
M&A-related investment by Western European TNCs, led by the United Kingdom and Germany,
equity flowsinto the United Statesrose by 50 per cent. Reinvested earnings and intra-company loans
(the other components of FDI) increased by 78 per cent and 36 per cent, respectively. Likewise, the
$95 billion worth of United States outflows in 1995 reflected both record equity capital flows ($42
billion) and record reinvested earnings ($42 billion); 54 per cent of these outflows went to Western
Europe.
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The United Kingdom and Germany also registered record outflowsin 1995, $38 hillion and $36
billion, respectively. Large-scaleinvestmentsin the marketsfor its main exports (the European Union
and the United States) characterized FDI from the United Kingdom. German TNCs directed their
attention toinvestment opportunitiesabroad, partly to escape cost increasesand currency appreciations
at home and partly because investments in the eastern part of the country have abated with the
completion of the privatization programme.

Increases of 20 per cent in 1994 and 15 per cent in 1995 are strong signs that Japanese FDI
outflows are recovering. Japanese TNCs are investing abroad faster than at home. However, 1995
FDI outflows were still less than half of the annual average in 1989-1991. Most Japanese FDI goes
to East and South-East Asia and developed countries, and is aimed at establishing regional or global
networks (efficiency-seeking FDI) or supplyinglocal markets. Investment flowsto Africaand Central
and Eastern Europe have been small, accounting for only 0.1 per cent and 0.3 per cent of Japan’ stotal
outflows, respectively, in 1990-1994. To recover and increase their international competitiveness,
Japanese affiliates are establishing “second generation” affiliates abroad. For example, 47 per cent
of Japanese affiliatesin Hong Kong, and 43 per cent of Japanese affiliates in Singapore, have already
established their own foreign affiliates.

...whileflowsto developing countriesadvanced, and thoseto devel oping Asia boomed.

The current boom in FDI flows to developing countries, with inflows reaching $100 billion in
1995, is a reflection of sustained economic growth and continuing liberalization and privatization in
these countries, as well as their increasing integration into the investment plans of TNCs. The share
of developing countries in the combined outflows of the largest five developed-country outward
investorsrose from 18 per cent in 1990-1992 to 28 per cent in 1993-1994. Investment from developing
countries to other developing countries is also increasing: in 1994, for example, more than half of the
FDI flows from Asian developing countries were invested in the same region.

South, East and South-East Asia continued to be the largest host developing region, with an
estimated $65 billion of inflows in 1995, accounting for two thirds of all developing-country FDI
inflows. The size and dynamism of developing Asia have made it increasingly important for TNCs
from all countriesto service rapidly expanding markets, or to tap the tangible and intangible resources
of that region for global production networks. European Union TNCs, in particular, after neglecting
Asiain the past, are now changing course and investing more.

China has been the largest developing-country recipient since 1992. Although inflows are
soaring in other countries as well, with 58 per cent of inflows to South, East and South-East Asiain
1995, China has been the principal drive behind Asia' s current investment boom. Recent FDI policy
changes in China may dampen these flows temporarily, however. Chinais moving towards national
treatment, eliminating gradually some preferences for foreign investors, such as exemptions from
import duties, that have distorted markets, encouraged “round-tripping”, speculative investments and
“phantom” foreign ventures. However, given China's outstanding growth performance and the
continued opening of new areas to FDI, such as infrastructure, its attractiveness to foreign investors
isunlikely to be affected seriously. Hence, Asia sinvestment boom will probably be sustained in the
coming years.
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I nvestment flows to Latin America and the Caribbean haverisen, but continueto be* lumpy”,...

Latin Americaand the Caribbean saw a5 per cent increase of FDI inflowsto $27 billionin 1995.
Most, however, was concentrated in individual industries (automobilesin Mexico and Brazil, natural
resources in Chile) or privatization-induced (in Argentina and Peru). Investment flows in Latin
American countries are therefore susceptible to special circumstances in those industries or to
privatization policies. Especially at the country level, investment flows are prone to wide year-to-
year fluctuations which makes them “lumpy”.

Argentina, Peru and Venezuela provide illustrations of lumpiness in FDI: when some large
companies were privatized in the early 1990s, investment inflows soared. In the following years,
however, they fell considerably, which was only partially offset by post-privatization investments.
Investmentsin large mining projects or in industries such as automobile manufacturing may also cause
“spikes’ in FDI flows and lead to lumpiness. Lumpy FDI flows can not only change drastically the
ranking of FDI recipients from one year to the next, but also the industrial composition of investment
flows for agiven country. For example, in Peru, communication and transport accounted for 42 per
cent of its 1995 inward FDI stock, compared with 0.4 per cent in 1990; the “spike” in 1995 was the
result of a large telecommunications privatization. With large-scale privatizations beginning to be
implemented in Brazil and with the launching of large investment projects in automobiles, lumpy FDI
will continue to shape the level and composition of flowsto Latin American countriesfor some years.

...whileAfricaremainsmarginalized...

The FDI stock in Africa doubled between 1985 and 1995. Inflowsto Africa, however, have not
been rising as rapidly as inflows to other regions. In 1995, they were amost the same as in 1994 --
$5 billion. The share of Africain developing-country inflows therefore fell to 4.7 per cent in 1995
(from 5.8 per cent in 1994). But within Africa, there have been significant changesin the geographic
pattern of FDI. Inthe 1980s, southern Africa accounted for more than 40 per cent of Africa’s FDI
stock, but its importance has diminished substantially since, and by 1993 it accounted for about a
quarter of Africa’ s stock. In contrast, North African countries, which in 1980 accounted for a mere
12 per cent of total stock in Africa, have substantially improved their position, accounting for more
than 30 per cent by 1993, due mainly to the rising levels of European investments. Investors from
the developed countries have displayed uneven interest in Africa. Due to geographical proximity and
post-colonial ties, Western European investors have always been more active compared with both
United Statesand Japaneseinvestors. Within Western Europe, France, Germany, Italy and the United
Kingdom are the main investors in Africa.

Sinnificant variatinons exist in the imnortance of FDI for African’ < recinient eniintries For
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